


Papers on Local Exchange Competition and Policy 

All of these papers can be downloaded a t  either www.televolicv.com or www.phoenir- 
center.org. 

Whv ADCO? Whv Now? An Economic Exploration of Industrv Structure for the "Last 
Mile" in Local Telecommunications Markets, Randy Beard, George Ford, and Larry 
Spiwak (published in the Federal Communications Bar Journal, 2002). 

This paper explains why the "transition to fadties" argument is meritless. The 
supply-side economics of local telecommunications prohibits a large number of 
facilities-based competitors. This is not true (to the same degree) on the retail side. 
Much like the current long-distance markets, where about 900 retailers are serviced 
over about 7 nationwide fiber networks, industry structure in the local market must 
bifurcate into a retail and wholesale segment for real competition to exist. 
Unbundling allows CLEO to acquire market share, which then serves as a non-ILEC 
demand for local exchange network. Without unbundling, there is not demand for 
alternative networks - collsumers don't demand network, camers do. Without 
available and effective demand, the costs of constructing local network can never be 
recovered - as  is evident in the collapse of the segment of CLEC industry which 
adopted a "built it and they wiU come" business plan. The prudent path, made 
possible by unbundling, to '%build it after they come." 

Facilities-Based Entrv in Local Telecommunications: A n  Emuirical Investigation, 
Randy Beard, George Ford, and Tom Koutsky. 

This paper shows, usmg econometrics, that the deployment of end-office switching 
by CLECs is not attenuated in markets where unbundled switching prices are low. 
Instead, CLEC deployment of switches is actually higher in markets with low 
switching rates. A theoretical model explains the possible relationships between 
deployment and unbundling, and the theory provides no unambiguous conclusions 
(low switching rates may inaease or decrease CLEC switch deployment). Thus, the 
issue is plainly empirical. The empirics show that low switching rates increase 
deployment. In markets where access to unbundled svntching is restricted, there are 
fewer CLEC switched deployed. 

Make-or-Buv? Unbundled Elements as Substitutes for Competitive Facilities in the 
Local Exchange Network, Randy Beard (Aubum University) and George Ford, 
PHOENIX CENTER POLICY PAPER NO. 14 (September 2002). 

The amount of CLEC entry using unbundled elements is highly sensitive to the price 
for such elements. A 10% inaease in the price of an unbundled loop or switching 
reduces CLEC lines by more than 10% (ie., the demand for UNEs is elastic). The 
cross-price elasticity between loops purchased with and without switching is zero. 
Thus, UNE-Platform does not reduce the demand for UNE-Loop (as the BOCS dam). 
From an antitrust perspective, the findings in this paper indicate that WE-Loop and 
WE-Platform service different markets. The paper also includes a statistical test of 
impairment with respect to switching, and finds that impairment exists. 

A Fox i n  the Hen House: An Evaluation of Bell Companv Proposals to Eliminate their 
Monopolv Position in Local Telecommunications Markets, PHOENIX CENTER 
POLICY PAPER NO. 15 (September 2002). 

http://www.televolicv.com
http://center.org


Between UNE-P, UNE-L, and full facilities-based entry, the BOCs' revenues are 
greatest with UNE-P. The other forms of entry leave BOC network stranded. Why 
then, do the BOCs prefer facilities-based competition? The answer is obvious. While 
the BOCs may lose more profit on a per-line basis from facilities-based entry, there is 
considerably less of it. By slowing competitive growth to a trickle, the total loss in 
margin is trivial. UNE-P, alternately, allows for the rapid growth of competition, and 
while BOC margin loss is less, the total margin 1 0 s  is greater. 

What Determines Wholesale Prices for Network Elements in Telephonv? An 
Econometric EvaIuation, George Ford and Randy Beard (Aubum University), 
PHOENX CENTER POLICY PAPER NO. 16 (September 2002). 

The BOCs' claim that state commissions have failed to base element rates on forward- 
looking cost (as required by the FCC's TEWC standard) is evaluated 
econometrically. In contrast to the BOCs' assertions, forward-looking economic cost 
is the primary determinant of wholesale prices for network elements. Retail prices 
play no direct role in determining wholesale prices for LJNEs. However, the state 
commissions have, according to the statistical model, set wholesale prices above 
forward-looking costs to provide the BOCs about half of their existing retail margins. 

t of 
wholesale prices for UNEs. Mr. Seidenberg was wrong - the state commissions 'do 
get it.' 

Unbundling and Facilities-Based Entrv bv CLECs: Two Emuirical Tests, by George S. 
Ford, Fn.D. and Michael D. Pelcovits, PkD. (former MCI Chief Economist, now with the 

While so, forward-looking costs are, by far, the more important determnan . 

consulting firmMICRA). 

The number of lines served on CLEC-only facilities (i.e., pure facilities based) is 
positively related to market size and market density, and negatively related to the 
price of unbundled loops and unbundled switching. In an alternative test, the 
authors find that RCN's entry is negatively related to the price of unbundled loops. 
Thus, there is no evidence that there is more faulities-based entry where UNE rates 
are higher. In fact, the opposite is true. 

Preliminan Evidence on the Demand for Unbundled Elements, Robert Ekelund, JI. 
and George Ford (forthcoming in AtIantic Economic Journal, December 2OM). 

This paper estimates the demand elasticity for UNE-Platform The paper finds that a 
10% increase in the price of UNE-P elements reduces quantity of UNE-P sold by 27%. 
Thus, it is little surprise that the B O G  are now attacking the price of W - P  
elements, as well as availability. 

Innovation. Investment, and Unbundline;: An Empirical Update, Robert B. Ekelund, JI. 
and George Ford (forthcoming in the Yak JoumZ on R~plation, Spring 2003). 

In an article in the Yale Journal on Regulation, Bell advocates Thomas Jorde, Gregory 
Sidak, and David Teece (JET) commented on some potential economic consequences 
of the Telecommunications Act of 1996 as  implemented by the Federal 
Communications Commission, and offered one interesting and testable proposition. 
Specifically, JST propose that mandatory unbundling increases the riskmess and 
cyclicality of the ILEC's [Lncumbent Local Exchange Carriers] economic performance 
and, hence, on the ILEC's weighted-average cost of capital. This hypothesis is tested 
empirically using standard procedures. We find no evidence supporting the 
hypothesis of JST regarding the ILECs' cost of equity capital. 
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AU he r lght - Id  side term in Equation (12) are positive errepl ior r .  nus. the 
s i p  M d</dP, is amlriguour Equation (12) reveals the Iwo tmparmw, md 
mnw. eifmls of changes in Ihe loop rate M switch deploymenL FLrt s R 
rirs. dte pereuslomcr mq+ decline when mmn lrcrme l e r  pmfitable. 
UU m m l  nee& -re curmmerS Lo breakeven (dfitdl', > 0). and an b in 
cultomem leads to increased switrh d e p l o y 1  lhis effect is Fall& the d e  
del. 

The m n d  clfect is cdled the envy efkct Fmm the d e  rifecl we h o w  llwl a 
change In the lual, prim dtem UU  de of the Rrm As thenuuket share re+d 
to profitably enter riser due an h a r e  in the loop m e ,  fewer firnu m 
profitably emlet (I' < 0). A reduction in the numbs of firnu reducer mtal rwiah 
deplaymcnt Thc me of the ambiguity is. therefore. mncems whelher the 
d e  e f f m  dolrunaies the eney effert. or vice versa 

While the d e  and eney eUecls aNc when mnsidehg the dfects 01 the 
switching prim M loa1 switches. an additional effecl is also pr-l A chwge in 
themltdungralcon lotalswirchesk 

The d e  and e n q  effeao are both present but t h e  Is an additional term on 
lhe right-hand side not p-I In Equation (12). nis term measures lhe 
&tihition The substihuion efkd acmuns for the rubstihltion beween 
self-supplied s w i W g  and purchased swilchhg. As he price of purehasEd 
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switching d e c l k ,  the inmlive to selfsupply switching dedines ( U / d P .  > 0). 
and vie versa Clearly, the subrtihdion &I is only one of Uvee potential 
&ls arising lrom L change in swikhhg ram The sign of Equation (13). a5 

h d h g  with -1 to unbundled switching ram and wikh deployment, the 
impact at changes in the rwilchhg rates on switch deploymmt is an empirid 
questimr It is m that empirical quertion m which we now turn. 

with ~ t i r n  (12). is amwguoun BRaose Ihe meory offers "0 onambiguous 

in.Emnomemc Model 

This empirid model frmsfs on the rehUonrNp between CLEC deployed local 
exchange switching quipment md the rate5 for unbundled lacal loops and 
unbundled Local switching. lhe relatiwhip ktwm element rater and 
SWitfipg facilities deployment io particularly interesting -e switch 
deplop?M is the pdmary fools of the ILUII' p U c y  agenda huthennore, I d  
wilchhg is iertile gmmd tor empirial analysis because uaEe(evel data ~1 

C ~ d e p l o y m c n t o f l o c a l s w i ~ g q ~ m e n t i s ~ ~ ~ a b l e , a n d b ~ ~ U N E  
prices am established on a stateby-state basis, pmvidhg s&aent variability in 
the data for sonomeMc analysis. In addition, the FCC has limited the 
adbbility of unbundled lac4 switching in certain areas of the Top M 
metmpolien statistid ar-. lhus, it is possible lo assess how this lack of access 
has innuenced swikh deployment. 

Fmm the zocal Exchange Routing Guide (WRG"), we campule the number of 
CLEC switch63 deployed (5') between April 2Mo and October ZMI in each of the 
fifq stater and the mmct of C o l d i a  ~ l s o  mmputed is the number of CLEC 
swiuhs deplyed between January 1959 and April ZWO (S99). Explanatoty 
variable indude the price of I d  Imps (PA the price of unbundled local 
s w i W ~ g  (Pd, market size as m u r e d  by lhe number of Sell Company -5 

liner in the &ate (LINE). and average l a d  service revenue per-lie in the state 
(RETAIL). In addition. the variable RESTRICT measurer the percent of 
popuhti- in h e  metcapUtan statistical - in each stale where the 
avaihbililyofunbunded local wi&g is Mid. 
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1. DATA 

As previousty mentioned, CLEC witch deployment data Is pmvlded by 
LEBG (lanuuy 1599, April 2W, and Oc-, MOl).''Bell Company access lines 
byatateanpmvidedbyARMlSFmm4U14(2MOdata):~Reeilpdak~ 
as average revenue per h e .  and this data is provided by the P.Xs unh.ersal 
rervlce,repora* The pment d population fm e& state in a restricted, Top 50 
MS.4 M mmputed using Coleusdata." 

Unbundled element ntes fmlmps and unbundled swihhinp are based on state 

rcrmputationofelementmr*iisbothammplexand~mrmousundataljnb.lhis 
lmderBking wa5 avoided. rormnately, by aquhing summary data on network 

andswirrhlngmrtdatawaspmvidedfor39state4.Toprotectthec~denliality 
d the data, the p r h  dah is normalired to l.M by dividing the series by their 
rerpective m. lhis adjustment to the data has no material impact on the 

vaMblerire.Mii.bleforaUstatses.these39.takPmaLeup thefinalsample. 

tariffs and in@cmmmOn agrrwents between the lLEc and CLECS. me 

Baesll pries from a CLEC serving the "as1 majmity Of the us. &et." r w p  

regKesion d h ,  affectins on the m t a n t  term k a " * e  the other eXp1anahy 

2 RESULTS 

l lw  econometric equation deYnaing switch deployment is 

~ 

9 

where the Ps are the estimated meffidents and E is the econometric dishubance 
tenn me dependentvarlable (S) t mmt data (1% the data has onlydiscrete, so 
we employ the Negative Binomial-Regrfsim, which a commonly used 
alternative m linear leart squares regression for munt daw 11 Unlike the Poisson 
r-rioh which is another popular regression technique for munt dag. the 
negative binomial regrersion d c e  not require that the mnditional mean of lhe 
data qual the mnditional variance It this assumption is inmrrect (i.e, there is 
oandispmbninthedata), thenthePoissanestimahrar~invaUd.Ihestimatesol 
the Negative Binomial Regrrsoion, however, arenot. Further, It wedisperrim is 
not prwt, then the ertimates of the Negative Binamid Regrerslon are identid 
to those of the Poison r e p s i o n  

As s pmduct d the Negative Binomial Regression, and "ovenlisperrion" 
paramem, u. Isestimated. lhevalueand rtaii3tid significanceof W~estimted 
p~dmeta indicates whetheror not theNcgiltive Binomial regression is preferred 
to the Poison regrersion, because a m - z w  value of the averdisperslon 
parameter indicates the restrictive asrumptions of the Poisson r e p s i a n  are 

indpdfi-t), then the Negative Binomial regression 15 identical ta the Poison 
regrerrion Our estimates indicate hat  overdispaslon is prepen1 in the data, 5(1 

the Negative Binomial R e p s i o n  is the preferred esbination W q u e  for 
Equation (14). 

inappmpriate.It the estimated 0verdbperriOn parameter is *em (5taiWdy 

Ihe results of the Negative Binomial Regresnlon are provided in Table 1.13 Two 
models are estimated. In Madel (I), the dependent variable is measured as the 
n&r of CLEC withes deployed in each state between April 2wo and 
October Z w 1 ,  during which time h e  restriction on a- to m b d l e d  
switching appUed.u Model (2) has a dependent variable masurhg the number 
of CLEC switches deployed between January 1953 and April 2w0, a periad prior 
to the W restriction. This secand model is estimated primarily to validate the 

stati$tidysi@icmtdurlngapdcdinwhich lherestri~ondidnatapply,itis 
Ppedfication of R€sTRIcr It our measure of the switching restriction is 
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